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CAPITAL GAINS IN CANADA
ABSTRACT
This thesis deals with the capital  gains question 
in Canada. In the process of evaluating the present tax 
status of capi tal  gains an attempt is made to c l a r i f y  the 
concept of capital gains by examining its historical o r i ­
gin and the accounting, legal and economic meaning of the 
term.
The evaluation of the present tax status of capital  
gains is based on consideration of  economic e f fe c ts ,  ad­
min is trat ive f e a s i b i l i t y  and demands of horizontal  and 
ver t ica l  equity.
For lack of s u f f i c i e n t  empirical data a de f in i te  
stand has to be avoided concerning the probable economic 
ef fects of a f u l l  income inclusion of  capital  gains and 
losses. The resul t  of this procedure is that important 
aspects concerning the taxation of capital  gains are not 
considered.
The problems involved in taxing capital  gains are 
c o n s i d e r a b l e  and r e q u i r e  p r a c t i c a l  s o l u t i o n s  b e f o r e  p r o ­
ceeding with any suggested implementation of a capital  
gains tax.  U.S. experience would indicate that problems 
of administering a capital  gains tax are not insurmountable
I t  would appear that on the basis of equity the
111
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preferent ia l  treatment of capital  gains is nei ther necessary 
nor desirable and the f u l l  inclusion of capital  gains in 
ordinary income would increase opportunit ies for  equal izing  
the tax treatment of gains and ordinary income. The re ­
commendations of the Carter Royal Commission Reportrregarding 
capital  gains concur with the conclusion that  the present 
system of exempting capital  gains completely from taxation  
is inconsistent with the demand of an equitable d i s t r i ­
bution of the tax burden.
1 V
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INTRODUCTION
The tax treatment of capi tal  gains in Canada is 
characterized by a long history of disputes, controversy 
and misunderstanding. The seemingly endless flow of  
heated debate concerning the t a x i b i l i t y  of capital  gains 
which has appeared with increasing frequency not only in 
learned journals,  but in popular magazines and newspapers 
as wel l ,  serves to support the view that  the tax treatment  
of capi tal  gains is very much a topic of  current public 
concern.
Much of the capital  gains tax debate deals with the 
economic ef fects  of a capital  gains tax on incentives to 
save and invest ,  pa r t i c u la r ly  through the purchases of 
corporate secur i t i es .  Opinions on these ef fects d i f f e r  
widely among economists. Some, l i k e  Robert F. Gemmil and 
Walter W. He l le r ,  recommend the f u l l  taxation of capital  
gains at regular rates,  while others,  l i k e  Dan T. Smith 
and Harold M. Somers, feèl  that the capital  gains tax is 
unfa ir  and economically harmful and that  the mobi l i ty of  
investment funds is hampered by the §ains tax.  I t  should 
be noted that the views of Walter W. He l ler  and Robert F. 
Gemmil agree with the recommendations of the Carter Royal 
Commission Report regarding the tax treatment of capital  
gains.
The object and approach of this study is to c r i t i ­
ca l ly  evaluate the present tax treatment of  capital  gains
1
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2in Canada. The procedure followed in developing the 
necessary c r i t e r i a  of evaluation consists of an examination 
of the h is t o r i c a l ,  accounting, legal and economic aspects 
of the capital  gains issue. Further,  in considering the 
economic ef fects  of Capital gains taxat ion,  at tent ion is 
focused on the ef fects  of the tax on resource a l locat io n ,  
on dividend pol icy ,  on resource mobi l i ty ,  on the locked in 
e f f e c t ,  on speculation and gambling, and consideration is 
given to the l i k e l y  ef fects of ant icipated changes in the 
treatment of capital  gains. The important d is t inct ion  be­
tween real and mominal capital  gains is highl ighted.  The 
present tax treatment of  capi tal  gains is evaluated in the 
l i g h t  of horizontal  and ver t i ca l  equity pr inc ip les .  This 
evaluation of the capital  gains tax from the point of view 
of equity leads to the conclusion that  arguments against  
the capital  gains tax on equity grounds are unsupportable 
and that the present tax treatment of capital  gains is biased,  
inequitable and i n e f f i c i e n t .
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
CHAPTER I 
HISTORY OF CAPITAL GAINS
From ear ly times capital  gains were not considered 
as income pr imar i ly  due to th e i r  non-recurring or i r re gular  
nature.  The concept of capital  gains can be traced back at  
least  as f a r  as the Germanic invasions of  the Western pro­
vinces of the Roman Empire, including Western Europe and 
present day England. The lords and leaders of these i n ­
vading tr ibes acquired large holdings of land, thus giving 
bir th  to the large landed estates of England and Western 
Europe. The law of primogeniture and the introduction of  
entai ls  prevented the property from being divided into small 
parcels by succession or a l iénat ion .  The hei r  was general­
ly required to re fra in  from impairing the p r inc ipa l ,  a l ­
though he could enjoy the Income or f r u i t  of his estate 
during his l i f e t im e .
H is t o r i c a l l y ,  the courts rendered decisions regarding 
capital  gains based on the d is t inct ion  between pr incipal  and 
income. The ownership of such land amounted to no more than 
a l i f e  tenancy and any appreciation in value of  the land 
could not be considered the hei r 's  r ight fu l  income, i r r e ­
spective of the general re st ra in t  on his r ight  to al ienate  
or rea l ize  such a gain.
Since the estates of post-feudal Europe were general ly
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
4enta i led ,  a man's wealth was bet ter  measured by his income 
than by the capital  value of the property from which he 
drew i t .  The kind of income that  was s ign i f i can t  for  this  
purpose was the income that could be expected with a reason­
able degree of cer ta in ty .  I t  was the regular ly recurring  
income and not the unforeseen, extraneous, unexpected or 
sporadic receipts that  mattered. T rad i t io n a l ly ,  a man's 
economic posit ion in England and Western Europe came to be 
viewed in terms of his regular ly recurring annual income and 
not by the capital  value of his estate.
I t  became socia l ly  acceptable through hundreds of  
years of custom and t ra d i t ion  to regard landed estates as 
"things" (res)  rather than "pecuniary values" (quantum).
I t  follows from this that f luctuat ions in value of  the (res)  
estate do not const i tute income and therefore any such 
real ized value increments are considered to be additions 
to c a p i t a l .
I t  is not surprising,  therefore,  to note that English 
Courts have drawn a para l le l  between land and i t s  f r u i t o r  
harvest and between f ixed capital  and the products pro­
duced by i t s  use, p a r t i c u la r ly  in the l i g h t  of Adam Smith's 
clear  d is t inct ion  between c i rcu la t ing  and f ixed c a p i t a l .
The emphasis on this d is t inct ion  s t i l l  prevai ls.  The pro­
f i t  and loss account, according to contemporary accounting 
theory, intends to show only the results from ordinary 
operations during the year and does not r e f le c t  e i ther  the
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
5real ized or unrealized capital  gains or capital  losses.
When Great Br i ta in  inaugurated income taxation in 
1798 and when the present income tax system came into e f f e c t ,  
the law of income tax made a clear  d is t inct ion  between the 
concept of  income and capital  gains. Consistent with the 
"res" concept of ancinvestment, capital  gains were excliided. 
H i s t o r i c a l l y ,  there are other reasons why the idea of i n ­
come as a regular ly recurring phenomenon has been impressed 
on the minds of the Br i t i sh .  The r e l a t i v e ly  r ig id  economic 
structure of  society in England provided large numbers of  
persons with r e l a t i v e ly  f ixed incomes, both in terms of  
regu lar i ty  of receipts as well as in terms of i t s  source,  
hence capital  assest changed hands only inf requent ly.  Con­
sequently, the idea of  non-income increments to capital  
came to be sharply distinguished from the regular ly-recurr ing-  
receipt  concept of income.
The economic concepts concerning capital  gains in 
Canada during the eighteenth and nineteenth centuries were 
largely based on the nature of agr icu l tura l  income. Early 
Canada, with a predominantly agr icul tura l  economy, came to 
see income as a physical fact  of nature consisting of an 
annually recurring harvest as distinguished from the physi­
cal fact  of capital  consisting mainly of land.
Many of the ear ly se t t le rs  came from England, France 
and Western Europe where the doctrine of capital  gains 
originated .  The educated were no doubt influenced
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
by the teachings of Adam Smithl and had gone to English or 
West European un ivers i t i es .  On the pract ical  l e v e l ,  the 
oldest professional accounting body was the Scottish  
I n s t i t u t e  of Chartered Accountants, whose members became 
Canada's f i r s t  accounting p rac t i t io ne rs ,  thus opening a 
direct  route of influence of English economic thought on 
Canadian business. I t  was held that  l ik e  the annual har­
vest,  income accrues regular ly and in recurring fashion 
over time, as a resul t  of del iberate economic a c t i v i t y .
The idea of income as a regular ly recurring harvest,  d is ­
t i n c t  from the land that  produced i t  and emanating from 
purposeful economic a c t i v i t y ,  the f r u i t  of which can be con­
sumed without impairing the source of  that  income, can be 
traced to the agrarian character of  ear ly English and Cana­
dian economic l i f e .  The idea was that  the most important 
character is t ic  of income was i t s  tendency to recur at more 
or less tegular in te rv a ls .
Many of these ideas found t h e i r  way into everyday 
business through the accounting profession. For example,
H. A. Finney, as ear ly as 1921 made the strong recommenda­
t ion that gains and losses on disposal of  f ixed assets 
should be ref lected in a "capital  surplus" account rather  
than in the "general surplus" account which he considered 
the proper resting place for  regular ly recurring earned-
^Adam Smith, The Wealth of Nat ions. (New York: E. P. 
Dutton & Co., Inc . ,  1937).
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
p ro f i t s .^  I t  appears that at the turn of the century,  the 
majority of accounting wri ters believed that  real ized gains 
on disposal of  capital  assets should be credited to a capi-
3
tal  surplus rather than an income account.
In the la te  nineteenth century, while business was 
rapidly expanding and rai l roads were stretching westward, 
a new development took place. The major opportunity of  
gain in this period was not in obtaining a share of the 
f i rms'  regular income but in obtaining a capital  gain.  
Farmers and immigrants moving westward would purchase land 
at a low price and resel l  at a gain to the ra i l roads.  I t  
came to be recognized that  many fortunes were b u i l t  through 
real ized  capital  appreciation rather than by income yielded  
through the use of such capital  assets. This development 
led to some disagreement and doubt among the orthodox re ­
garding the nature of capi tal  gains, and the view that  
real ized capital  gains consti tute a form of income came to 
be voiced more frequently by some prominent persons in 
courts,  business and the accounting profession.*
A. Finney, "Students' Department," The Journal of  
Accounting, (May, 1921) and
H. A. Finney, Principles of Accounting (New York; 
Prenti  ce-Hal 1, " Inc. , 1923).
3
Robert H. Montgomery, Auditing Theory and Practice  
(New York: The Roland Press Company, 1927).
*Lawrence H. Se l tzer ,  The Nature and Tax Treatments 
of Capital  Gains and Losses (New York: National Bureau of  
Economic Research, I n c . ,  1951).
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
8In conclusion, i t  can be stated that the clear  cut 
nineteenth century concepts regarding the nature of capi ­
ta l  and income came under serious attack through the h is ­
tor ica l  experience of ra i l road bui lding and westward 
expansion in ear ly Canada. This dichotomy between the 
"orthodox" and the "new" views on the nature of capital  and 
income, consti tutes an important aspect of this study.
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CHAPTER I I  
CONCEPTS OF CAPITAL GAINS
A. The Accounting Concept of Capital Gains
This is to c l a r i f y  the accounting usage of the terms 
"income" and "capital  gainS and to provide a basis for  com­
parison with the legal and economic interpretat ions of the 
concepts. In accounting there are two main schools of thought 
concerning capital  gains, the a l l - i n c lu s i v e  versus current  
operating performance concepts. While accountants are general ly  
in agreement as to the basic concepts regarding the nature and 
measurement of the to ta l  income of a business en t i ty  there is 
some disagreement in the appl icat ion of these.basic concepts in 
the determination of periodic net income. S p e c i f i c a l ly ,  a 
controversy exists as to whether certain material  items of gain 
or loss,  i . e .  extraordinary and non-recurring items should appear 
only in retained earnings or be disclosed only in the income 
statement. The American In s t i t u t e  of Accountants (Accounting 
Research Bu l le t in  No. 43) favours the current operating per­
formance concept while the American Accounting Association in 
The "Accounting Concepts Underlying Corporate Financial State­
m e n t s " ,  e x p r e s s e s  a p r e f e r e n c e  f o r  t h e  a l l - i n c l u s i v e  c o n c e p t .
The Security Exchange Commission also favours the a l l - in c lu s iv e  
concept, in Regulation S-X, 1955. This may par t ly  explain the 
current trend in accounting to c l a r i f y  the disclosure of  
capital  gains and losses in
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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f inancia l  statements and to adequately explain the nature 
and origin of the items involved.
Furthermore, the accounting convention of not recog­
nizing capital  gains unt i l  they are actual ly  real ized raises 
the problem of proper accounting treatment for non-recurring  
cash items. The main problem appears to be one of concep­
tual c l a r i f i c a t i o n  of income, measurement and the timing of  
recognition and disclosure. *  The essential  c r i te r i on  of  
income for accountancy is an asset^ increase ar ising from 
income-producing a c t i v i t i e s .  I t ,  therefore,  makes l i t t l e  
dif ference whether such a c t i v i t i e s  are unusual, extraordinary  
and non-recurring or whether they are normal, expected and 
planned.
Income results from the diminution of  assets in an 
attempt to derive increased assets. The various c r i t e r i a  
of income in accountancy have in common the essential  
character is t ic  of an increase in to ta l  assets. Essent ia l ly ,  
therefore,  income is s t r i c t l y  an asset concept in the eyes 
of accountancy. I t  appears, however, that  the so-cal led  
c r i t e r i a  of income determination in accountancy are in fact  
more closely concerned with reporting standards, than with 
an e x a m i n a t i o n  o f  what  c o n s t i t u t e s  i ncome.  R e c o g n i t i o n  i s
' '  ^ 4
Joel Dean, "Measurement of Prof i ts  for Executive 
Decisions," The Accounting Review, ( A p r i l ,  1951) pp. 188-190.
5
A physical property or intangible r i g h t ,  owned by 
a business or an ind iv idua l ,  that  has a value in exchange.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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given to the fact  that  the source of the assets concerned 
is immaterial from an income-determination point of view,  
that  the resul ts of business a c t i v i t y  are never f u l l y  
guaranteed, i r respect ive of whether they are "extraordinary"  
or "usual" and that some modicum of "ef fort",  must be exerted 
to carry through any transact ion.
The accounting approach has typ ica l l y  been more prag­
matic than that  of economics and, therefore,  i t  is not sur­
prising to f ind the accounting perspective focusing more 
on the ef fects and consequences of various reporting stan­
dards and modes of disclosure,  than on the nature of income.
Accountancy is concerned with providing accurate and 
object ive reports of f inancial  posit ion and the results of  
operations to potent ial  users. The var iety of interested  
part ies and the i r  re la t ive  importance influences the mode 
of c la s s i f i c a t io n ,  presentation and disclosure on f inancia l  
statements. The various users of f inancia l  statements re­
quire a need for a break-down of income as to source, in 
order to make decisions regarding solutions to t h e i r  p a r t i ­
cular problems. Income tax author i t ies only tax income 
from certain sources. Recurring income items are of greater  
in te rest  to present or potential  investors and creditors  
than non-recurring items, since such a c lass i f i ca t io n  pro­
vides a more accurate guide to prognostication concerning 
the future.^ Management, on the other hand, is more concerned
^Audits of Corporate Accounts (Correspondence between 
the Special Committee on Co-operation with Stock Exchanges 
of the American I n s t i tu te  of Cer t i f ied  Public Accountants 
and the Committee Stock L is t  of the New York Stock Exchange, 
1932-33) pp. 10-12.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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with the resul t  of i t s  planned a c t i v i t i e s ,  rather than with 
the r e la t i v e  frequency of occurrence of various income gen­
erat ing events. A comparison of current a c t i v i t i e s  with 
past results of operations almost Invar iably indicate d is ­
crepancies, which could conceivably be used to stretch the 
meaning of capital  gains or losses to an absurd extent by 
labe l l ing  these discrepancies as "unusual," "extraordinary"  
or "unexpected." However, the discrepancies may be indicat ive  
of f luctuat ions in demand which, although at f i r s t  unexpected, 
may indicate the beginning of  a consistent trend. Perhaps 
tbese discrepancies could be viewed as "unusual" or "extra­
ordinary" i f  seen merely as a point in time. Viewed in per­
spective over a period of several years or decades, such 
"extraordinary,"  "unusual" events might easi ly assume the 
nature of a short-run or long-run trend.  Thus, a dynamic 
view of the business process poses the perturbing question 
as to how many times can an event occur or for how long 
may i t  persist  before i t  becomes "noanmal " and "recurr ing."
Such occurences as demand f luctuat ions ,  changes in 
consumer tastes and preferences, the beginning ©f a re ­
cession or that  a competitor is becoming more successful,  are 
a l l  po te nt ia l l y  "unusual" or "non-recurring" events, but may 
nevertheless extend over a period fi# t ime, making them "nor-
7mal," "usual" and "expected" i f  viewed in dynamic perspective.
7Edmund Whittaker,  Economic Analysis (New York: John
Wiley and Sons, In c . ,  1955), pp. 90-94.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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The meaning of the term "income" depends upon the 
use to which i t  is put,  the point of view taken and the 
time period emphasized. "Di f ferent  groups have d i f f e re n t  
concepts of business income,"^ as documented by the Study 
Group on Business Income, sponsored by the Rockefel ler  
Foundation. That i t s  report did not ar r ive at a uniform 
def in i t ion  of business income^ is understandable when i t  is 
real ized that  within the accounting profession i t s e l f  there 
has been no unanimous agreement on terminology employed in,  
and the form o f ,  the income statement.
Most disagreements among accountants regarding the 
concept of income stem from the d i f fe r i ng  viewpoint each: 
takes. Those emphasizing data required for short-run mana­
gerial  decisions may emphasize d irect  costing methods, 
while others concerned with the a l locat ion of resources,  
national income s t a t is t i c s  and the l i k e ,  may emphasize re­
placement values or values adjusted for  changes in the 
general purchasing power of the do l la r .  Thus the methods
Rufus Wixon, Accountants* Handbook (New York:
Ronald Press Co., 1956),  4th ed i t ion ,  chapter I ,  p. 19.
Charles E. Johnson, The Concept and Measurement of  
Business Income for  Corporate Reporting (Ph.D. Thesis,  
Universi ty of  Minnesota, 1952)
Robert B. Bangs, "The Def in i t ion  and Measurement of 
Income," Accounting Review, XV (September 1940),  371.
g
Study Group on Business Income, Changing Concepts of  
Business Income, Report (New York, Macmi11 an Co. ,  1952).
^^Wixon, op. c i t . ,  p. 19.
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of income determination in accountancy are governed by the
pract ical  requirements of the various categories of users
of f inancia l  statements.
One of the most controversial  subjects in recent years 
concerns the c lass i f i ca t io n  of so-cal led extraordinary  
gains or losses in the income statement. Some accoun­
tants favour the a l l - i n c lu s i v e  income statement while 
others favour the current operating performance type of  
income statement. Both forms are found in use today.
The se t t l i n g  of such controversies would remove some 
of the confusion as to what consti tutes income.'^
I t  should be recognized, however, that  the views expressed 
in this chapter do not necessari ly represent the consensus 
of informed opinion since accounting principles are actual ly  
heterogeneous in or igin and frequently vague and contra­
d ic tory .  They represent an admixture of  rules,  conventions
and procedural guides that  are often based upon pract ical
12rather than sound conceptual considerations.
B. The Legal Concept of Capital Gains
The capital  gains concept and i ts  immunity from tax
as adopted by Canadian Courts stems from English Income
1 3Tax Law. The Canadian Income Tax Act does not define 
1 1 ': @$XGO*,OP, .Ctt; - , -py.19. .
1 2 Morton Backer, "Determination and Measurement of  
Business Income by Accountants," In Morton Backer (ed. )  
Handbook of Modern Accounting Theory (New York: Prentice-  
Hall In c . ,  1955),  p. 212.
W. A. Patton and A. C. L i t t l e t o n ,  An Introduction  
to Corporate Accounting Standards (Chicago: American 
Accounting Association, 154Ùj, p. 21.
1 3Revised Statues of Canada 1952, Chapter 148 (Ottawa; 
Queen's Pr in te r ,  1967).  "
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the term "capital  gain" nor, for  that  matter,  the word 
"income." The Act does, however, bring within income for  
tax purposes a l l  income from business and property and i t  
indicates that  the income from "a business or property is 
the p r o f i t  therefrom for the year ."^*  Business is defined 
in the Act as including "a profession,  ca l l i n g ,  t rade,  manu­
facture or undertaking of any kind whatsoever" and i t  em­
braces "an adventure or concern in the nature of trade.
A non-taxable capital  gain,  simply put,  is a gain made on 
the rea l i za t ion  of an investment rather than in carrying
1 6on of a business or "an adventure in the nature of t rade."  
This statement has been accepted as expressing the author i ­
t a t i v e  d is t inct ion  between income and capital  gain by the
1 7
English House of Lords, the Juducial Committee of the 
Privy Council^® and the Supreme Court of Canada.
"Investment" i s  not defined in the Act. Generally 
speaking, the term suggests acquisi ; t ion:©f'property,  other 
than property used in business, such as real estate or 
secur i t ies to be held on a more or less permanent basis and
T*I b i d .
T^i b i d . ,  Section 139.
T^i b i d . .  Section 139 (1) (a ) .
1 7Decker V. Rees Roturbo Development Syndicate Ltd.  
(1928) ,  Appeal Court 132. As described in DTC, CCh Canadian 
Li mi t e d .
1 8Commissioner of  Taxes V. Melbourne Trust L t d . (1914) 
Appeal Court 1001.
T*Campbell V. M.N.R.,  (1953),  S.C.R. 3, 52 DTC 1187.
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20on which a return of income is expected. The Tax Appeal
Board and the Courts look at the taxpayer's whole course
of conduct not only for  the period under appeal, but also
his conduct for  the period under consideration in determining
21whether a return is a capital  gain.
In examining the taxpayer's course of conduct the 
fol lowing factors have usually been taken into considera­
t ion by the courts; whether the transaction was expected,  
contro l lab le,  recurr ing,  and the ordinary and main function 
of the person or whether i t  bore the earmarks of  a capital  
gain by being unexpected, uncontrol lable,  non-recurring 
and extraordinary and anc i l l a ry  to the main objects of the 
party in question. In other words, the principal  legal  
requirement that  the taxpayer have no intent ion to make a 
p r o f i t  is evaluated in the l i g h t  of the above c i r t e r i a .
The transaction under scrutiny is examined to ascertain i t s  
degree of re lat ionship to the taxpayer's regular business,  
the nature of the transaction and the/type of asset being 
disposed, the nature of improvements to the asset that  make 
i t  more valuable or more readi ly  marketable and the number 
and frequency of such transactions.
Si n ce  the  Ac t  f a i l s  to  d e f i n e  e i t h e r  c a p i t a l  g a i n s  o r  
income in a clear  and unequivocal manner, i t  is not surpr is­
ing that  much of the work of determining taxable income has
20McLennan v. Minister  .of National Revenue DTC 184.
21 Rosenblat v. ' -Minister of National Revenue DTC 184.
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fa l l en  to the courts. The d is t inct ion  between capital  and 
income receipts has provided a vast source of l i t i g a t i o n .  
Since capital  gains are treated in the Canadian Income Tax 
Act as a residual ,  a f t e r  a l l  income receipts,  i t  is the 
def in i t ion  of income to which one must look for  i l luminat ion  
The in te rp re ta t ive  work of the courts centers around the 
concept of "an adventure in the nature of trade" as per 
section 139 (1) (a) of the Act. This term which was bor­
rowed from Br i ta in  and was f i r s t  used in 1948, has proved 
to be perplexing. I t  is apparent from an examination of  
many of the cases that have arisen concerning i ts  meaning, 
that  i t  is d . d i f f i c u l t  concept to def ine.  While a number 
of tests have been devised to determine i t s  meaning, in
the f ina l  analysis each case is decided on the basis of i t s
own facts with the tests serving merely as a rough guide.
" I t  has frequently been stated in the courts that  a
case is only an authori ty for what i t  ac tual ly  decides - -
22and in re la t ion  to i t s  par t i c u la r  fac ts ."  In Rex v.
Harevslak, (1937),  I .  D.L.R. 337, at 343, the fol lowing
quote i l l u s t r a t e s  the typical  jud ic ia l  a t t i tude:
The f inding arrived at in the present appeal should 
thus not be interpreted as indicat ing that  in no case 
simi lar  to this one could a taxpayer be found to be in 
business of buying and se l l ing  real estate.  Nothing 
could be fa r ther  from the t ru th.
22 Baryk, Harry J. v .  Minister  of  National Revenue 
(4.  A.B.C. 329).  (as per DTC, CCH Canadian, 1967).
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One, therefor ,e  faces the f ru st ra t ing  experience of  
being told that  in the f ina l  analysis the determination of  
whether a capital  gain has been made or not,  is a question 
of f a c t ,  and in no sense a question of law. In decisions 
favourable to the taxpayer,  the public is warned that  a 
s l igh t  change in circumstances might prompt the tr ibunal  to 
arr ive a t l a  d i f f e r e n t  conclusion. This s i tuat ion urgently  
cal ls  for  fromulation of legal pr inciples which woùld be 
applicable to a l l  cases in order to provide some guide for  
taxpayers'  conduct. Thus we ar r ive at the conclusion that  
even ju d ic ia l  decisions do not insure future cer ta in ty of  
in terpreta t ion  because they are also subject to re in te rp re ­
ta t ion  by subsequent courts; and depending on the circum­
stances, they may be construed as widely or narrowly as the
23
S t a t u t e  i t s e l f .  In s o m e  i n s t a n c e s ,  a d e c i s i o n  h a s  b e e n  
s u b s e q u e n t l y  a p p l i e d  o n l y  i n  a  v i r t u a l l y  i d e n t i c a l  s i t u a ­
t i o n  .
23J. Harvey, Perry,  Taxation in Canada, Universi ty of  
Toronto Press, 1961.
F. E. LaBBie, The Meaning of Income In the Law of 
Income Tax, Toronto: Universi ty of  Toronto Press, 1957.
W. 6. Leonard, Canadian Income Tax for Accountants, 
4th ed i t ion ,  C.C.H. Canadian Limited,  1965, Chapter 2.
Canadian Master Tax Guide, 22nd ed i t ion ,  C.C.H.  
Canadian Limited,  1967.
C;Canadian Income Tax Act, op. c i t .
H. Hewart Stikemsn, Q. C. Income Tax Act (Toronto:  
Richard DeBoo Limited,  1967).
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C . The Economic N a t u r e  o f  C a p i t a l  Gains
The economic nature of capital  gains must be ascer­
tained before consideration is given to the question of  
whether i t  is a proper subject of  taxation and i f  so, what 
the nature of such taxation ought to be. Our analysis of  
the taxation of capital  gains requires a c l a r i f i c a t i o n  of 
the question concerning the nature of income, and more par­
t i c u l a r l y ,  whether capital  gains can be properly classed as 
income or some species thereof .  Since economists f a i l  to 
agree on the meaning of  income, the answer to the question 
of what consti tutes a capital  gain depends on the choice of  
our def in i t io n  of income.
1) The Nature of Income
Economists disagree on the question of whether capital  
gains are a form of income or not.  George Schantz defines 
income as including a l l  p r o f i t s ,  benef i ts,  valuable services,  
g i f t s ,  inheri tances,  legacies,  lo t te ry  winnings, insurance 
annuit ies and speculative g a i n s , T h M  ârilwèr to the ques­
t ion of whether capital  gains are a form of income depends 
on the def in i t ion  of income accepted. The view that there 
is no basic di f ference between capi tal  gains and ordinary 
income is supported by I .  J. Goffman, Robert Murray Haig
24 Paul H. Wueller,  The Integrat ion of the German 
Tax System (New York; Columbia Universi ty Press, 1933).
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and Professor Henry C. Simons. John F. Due advances two 
al te rna t ive  d e f in i t ion s ,  consumption-plus-increase-in-net-  
worth and f low-of-weal th and suggests that capital  gains,  
may f a l l  within e i th er  category, as long as they do not 
merely represent price level increases. Due accepts the 
view that  only real ized gains can be taxed, but f a i l s  to 
analyse reasons for  or against that view. Wil l iam H. Ander­
son expresses qual i f ied  acceptance of the income view of  
gains, stat ing that gains do not add to the flow of goods 
and services for  the individual  taxpayer,  and that  they do 
not increase his sat isfact ion unless or unt i l  they are
27real ized at which time they do command goodssand services.  
Dan Throop Smith refuses to accept Due's concept of income 
as consumption-plus-net- increase-in-wealth.  He claims 
that  the recipient  of a capital  gain cannot consume such
2 8proceeds without impairing the i n te g r i t y  of his cap i ta l .
I .  J. Goffman, "The Taxation of Capital Gains: An
Economic Analysis," The Canadian Journal of Economics and 
P o l i t i c a l  Science, XXVTTTl (May, 1962),  pp. 323-238, and 
Robert Murray Haig, "The Concept of Income," The 
Federal Income Tax, ed. R. M. Haig (New York: 1921)
26 John F. Due, Government Finance: An Economic
Analysis (rev.  ed i t ion;  Homewood, 111. : Richard Ü. I rwin ,
I n c . ,  1959).
27 Will iam H. Anderson, Taxation and the American 
Economy; An Economic. Legal and Administrative Analysis 
(New York: Prent ice-Hal l ,  I n c . ,  1951),  pp. 208-212.
28 Dan Throop Smith, Federal Tax Reform: The Issues 
and a Program (New York: McGraw-Hi11 Book Co. ,  I n c . , 1  961),
pp. 120-22.
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Those economists who hold views s imi lar  to those of Smith, 
propose tax exemptions fo r  capital  gains on grounds that  
they are not income. They base th e i r  agrument on the view 
that  income is what àn individual  can spend without impairing 
his c a p i t a l .  In this view, income and capital  are regarded 
as d is t in c t  concepts and the d is t inct ion  is frequently i l l u s ­
trated by the t r e e - f r u i t  analogy, wherein a crop; O f  . apples", 
is income while the growth of the tree is capital  apprecia­
t ion .  The conclusion arrived at by Smith, based on the 
apple- tree dialogue is e n t i re ly  d i f f e re n t  from Stanley 
Surrey's approach to the de f in i t ion  of income. Surrey main­
tains that capital  gains increase economic wel l -being and, 
therefore,  should be taxed.
I t  seems pert inent  to emphasize that  the answer to 
the question of whether capital  gains should be taxed de­
pends on the choice of the def in i t i on  of income. The lack 
of agreement among economists on the meaning of income, l ies  
at the core of  uncertainty and confusion concerning the 
t a x a b i l i t y  of capital  gains. I f  the chosen concept of i n ­
come is s u f f i c i e n t l y  broad to incorporate al l  elements of  
capital  appreciat ion,  then i t  would seem that on the basis 
of e q u i t y  a l o n e  c a p i t a l  g a i n s  would have to be f u l l y  taxed 
at regular rates.  In actual pract ice the concept of  income 
chosen depends on whether such data are to be used by owners, 
credi tors ,  potent ial  investors or the Department of  National  
Revenue. I t  is c lear ,  therefore,  that  conventions of
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
22
everyday pract ice contribute l i t t l e ,  i f  anything, to the 
c l a r i f i c a t i o n  of the meaning of income.
2) Character is t ic Qual i t ies of  Capital Gains
There are general ly two modes of classi fying capital  
gains; e i ther  in terms of the way the gain arises or in terms 
of the type of asset concerned. In a broad economic sense 
a capital  asset is any asset or property held for  fur ther  
production of wealth or as a source of  income. This de­
f ines the source from which the gain is derived. Dist inct ion  
between regular stock- in- trade or inventory for resale and 
other types of income producing assets is a further r e f in e ­
ment of  the d e f in i t ion  of  capital  assets.
The unexpected nature of capital  gains is important,  
but the question arises as to the r e a l i s t i c  extent to which 
gains can be deemed unexpected in a mil ieu of highly devel­
oped markets. Markets for  capital  assets are large ,  well  
organized and embedded in a technological set t ing charac­
ter ized by extremely rapid,  detai led and accurate transmission 
of information.  Within such highly developed and smoothly 
functioning markets the l ikel ihood of a t ru ly  unexpected 
gain diminishes and with i t  vanishes the l ikel ihood of  
rea l iz ing  genuine windfal l  gains characterized by t h e i r  
unexpected nature.  I t  seems d i f f i c u l t  to imagine any but 
the most naive of investors who would f a i l  to consider the 
p os s ib i l i t y  of  some appreciation or decline in value of his
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holdings over a period of t ime. While a capital  gain may 
not be the prime motive of a t ransact ion,  i t  nevertheless,  
remains one of the probable motives in a large number of  
cases and, therefore,  the addit ional  requirement that capi ­
tal  gains be unsought a f te r  makes the l ikel ihood of the i r  
rea l i za t ion  d i f f i c u l t  i f  not impossible.
Capital gains can be characterized as being unexpected
29and unsought a f t e r  and should involve capital  assets.
Such gains being both i r re gu la r  and unusual occur outside 
the annual course of  earning one's income. The requirement 
that  capital  gains have an unexpected and unsought a f te r  
qual i ty  makes th e i r  rea l i za t ion  unl ike ly  in the modern world 
of organized markets. In national income accounting, only 
the net value of f ina l  goods and services produced in a 
given year are considered; taking into account only the 
current product of del iberate economic a c t i v i t y .  Such 
accidental additions and subtractions to the stock of  
national wealth as new resource discoveries or destruction 
by floods and hurricanes are excluded from the annual i n ­
come flow on the theory that  they are not the resul t  of  
regular productive a c t i v i t y .  Although, capital  gains are 
general ly regarded as unforseen increments in the real value
PQA. C. Pigou, A Study in Public Finance, Third and 
revised edi t ion (Londonl Macmi11 an Co. ,  1949),  p. 156;
J. R. Hicks, Value and Capital (Oxford: Clarendon Press,
1939) XIV; Gunnar Myrdal, Monetary Equil ibrium (London: 
London Universi ty Press, 1939}, pp. 59-62; John M. Keynes, 
The General Theory of Employment, In te rest  and Money (New 
York: HafcOurt, Brace and Company, 1936),  pp. 62-61.
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of previously exist ing capital  assets not d i r ec t ly  a t t r i ­
butable to e f f o r t ,  in te l l ige nc e ,  capital  or r isk taking,  
cogent arguments ex ist  for  the view that  capital  gains are
conceptually ident ical  with income. To evaluate the v a l id i t y
of this view requires a closer look at what occurrences 
underl ie the rea l i za t ion  of additions in real value of  
capital  assets.
Capital gains may arise in several ways. As suggested 
by Se l tzer ,  three types of changes give r ise to capital  
gains. The f i r s t  of these concerns a change in the future  
stream of income flow. The typical  investor w i l l  estimate 
his expected income and weigh his expectation on the basis 
of the probabi l i ty  of  recognizing each of the several annu­
i t i e s  concerned. The investor arr ives at the present value 
of the capital  asset by discounting the expected income at
a rate of return which he expects. The p os s ib i l i t y  of
large gains or losses and the degree of l ikel ihood of  th e i r  
mater ia l i za t ion w i l l  enter the choice of the rate of return 
expected and in the case of readi ly  reproducible assets,  
th e i r  cost of production w i l l  set the upper l i m i t  to the 
present cost of the asset.
Secondly, since in te rest  yields vary inversely with 
the value of the asset,  in te rest  rate changes a f fect  values 
of interest -bear ing  assets. In te rest  rate f luctuat ions also 
influence the desired rate of return used in discounting 
future income streams to ar r ive at th e i r  present value.
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The th i rd change involves the investor 's inc l inat ion  
to face uncertainty.  The higher the degree of r isk i n ­
volved in receiving the expected future income, the higher 
the expected rate of return in compensation for undertaking 
the addit ional  burden of uncertainty.  Changes in compen­
sation to induce investors to assume r isk affects asset
30prices through the e f fe c t  on the expected discount ra te.
The b r i e f  survey of economic opinion concerning the 
meaning of income and capital  gains leads to the uneasy con­
clusion that  the question concerning the tax treatment of  
capi ta l  gains depends on the de f in i t ion  of  the concept of  
income which we choose to adopt.
H. Se l t ze r ,  op. c i t .
176831
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CHAPTER I I I
CERTAIN ECONOMIC EFFECTS OF CAPITAL GAINS TAXATION
A. Effects on Resource Al locat ion
One of the c r i t e r i a  on which a tax or proposed tax 
should be evaluated is i t s  ef fects on the economy. This 
chapter is devoted to an analysis of the ef fects of capital  
gains taxation on resource a l locat ion .  What e f fe c t  w i l l  
such a tax have on the flow of funds into the stockmarket 
and other high r isk ventures including speculative real  
estate development?? The c r i t i c s  of the tax assert that  
imposition of a capital  gains tax w i l l  not only deter the 
a v a i l a b i l i t y  and flow of funds into these areas of endeavour 
but w i l l  also immobilize those funds which have been commit­
ted. How this comes about and why are questions deserving 
of an answer.
I t  is claimed that  the tax w i l l  deter investors from 
l iqu idat ing  the i r  holdings because i t  %i l l  reduce th e i r  net  
worth and cause a loss of future income. This is known as 
the "locked-in" e f fect  of the capital  gains tax.  Reluctance 
to pay tax on the real ized gains leads to resource immobility 
as investors w i l l  hesitate to dispose of t h e i r  assets when 
purely economic considerations might prompt such a move.^
^C. C. Holt and J. P. Skelton "The Locked-in Ef fect  
of the Capital Gains Tax," National Tax Journal,  XV (December 
1962),  pp. 337-352.
26
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The counter argument maintains that  I t  is unnecessary 
to provide incentives other than those of a purely econo­
mic nature for  the purchase and sale of exist ing assets;  
and that  therefore,  capi tal  gains should be taxed f u l l y  as 
income. In reply,  i t  is argued, that  in the interest  of  
economic growth, investment in new capital  goods should be 
encouraged by preferent ia l  tax treatment of capital  gains.
I t  is worth noting,  however, that  acquisit ions of  outstand­
ing secur i t ies and ex ist ing assets, are not investments from
g
a social point of view. I f  the intent ion of favourable tax 
treatment of  capi tal  gains is to provide incentives to eco­
nomic growth, i t  hardly appears j u s t i f i a b l e  to extend the 
pr iv i l ege  to those purchasing ex ist ing  assets.
The counter argument claims that  the tax exempt 
nature of capital  gains permits the withdrawal fo funds 
from ex ist ing assets and th e i r  u t i l i z a t i o n  in the creation  
of new ones and that the imposition of  a tax would hinder 
the smooth flow and possible t ransfer  of funds on the stock-
market from the old established and seasoned securi t ies into
3capital  intensive ventures of promise. I t  is impossible 
to determine what e f fe c t  an exchange of ex ist ing secur i t ies  
and assets w i l l  have on the economy in the absence of in
2
Raymond L. Richman, "Reconsideration of the Capital  
Gains Tax - A Comment," National Tax Journal,  XI (December, 
1 9 6 1 ) ,  pp.  4 0 3 - 4 0 4 .
3
Kenyon F. Poole, Public Finance and Economic Welfare 
(New York: Rinehart and Company, I n c . , 1966),  pp. 198-200.
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information regarding how investors would use the i r  funds 
i f  disposal of th e i r  assets were frozen by an imposition of  
a capital  gains tax.  The ent i re  discussion of the ef fects  
of a capital  gains tax on economic e f f ic iency  and resource 
al locat ion is a matter of conjecture,  to say the least .
I t  appears that a tax which hinders the free t ransfer  
of exist ing assets would be undesirable,  since l i q u i d i t y  
in asset and securi ty markets is necessary for the free and 
unhindered flow of funds from savers to investors and vice 
versa. The question, which to a considerable degree remains 
unanswered, is whether the imposition of a capital  gains 
tax would in fact  hinder the free t ransfer  of exist ing  
assets. Once again, in the absence of empirical informa­
t ion ,  the reply must be speculat ive.  Does a capital  gains 
tax provide a deterrent to a l iqu id  asset and securi ty  
market? Empirical evidence on this point is d i f f i c u l t  to 
compile and since l i t t l e  of i t  is avai lab le ,  an attempt 
w i l l  be made to answer this querry by examining the i n ­
vestment motivation of the market.
The average investor may be assumed to be interested  
in both income and capital  appreciation and there should 
be nothing about a tax on capital  gains to discourage asset 
acquisit ion even i f  the primary purpose of the transaction 
is the rea l iza t ion  of a capital  gain. The e f fect  of  the 
tax is to lower the rate of return on certain investments.  
The c r i t i c a l  point comes when the tax reduces the net rate
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of return below that  which a p ar t i c u la r  investor believes 
necessary to induce him to invest rather than to hold his 
assets in a more l iqu id  form. I f  the rate of tax is so 
high as to discourage further  investment, i t  would seem 
that  a decrease in the rate rather than a complete el imina­
t ion of the tax would be cal led fo r .
While a capital  gains tax would most l i k e l y  cause 
l i t t l e  interference with the aggregate volume of investment,  
i t  may substant ial ly  a l t e r  the nature of the investments 
made. At present,  investment is diverted into ventures 
accorded preferent ia l  tax treatment by law, without regard 
to the pure economic y ie ld  of the project .  S&nce the lucra­
tiveness of a l t ernat ive  ventures is evaluated on the basis 
of a f te r - t a x  rate of return,  the resul tant  evaluation of  
al te rnat ive  projects w i l l  not be based on t h e i r  real return 
to the economy, but on t h e i r  d istorted net returns a f te r  
taxes as induced by legal st ipulat ions concerning the e l i ­
g i b i l i t y  of the receipt  as a capital  gain. Excess invest ­
ment could conceivably take place in those areas in which 
transactions produce the desired rates of return under 
present tax-exempt conditions for  capital  gains.
I t  would appear that  even a preferent ia l  tax on 
capital  gains causes distort ions of investment and misai l o ­
cation of resources with resul tant  over and underinvestment 
over wide areas of the economy. The fur ther  obvious d is ­
advantage of pre ferent ia l  tax treatment consists of the
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real costs of tax avoidance which must be deducted from 
any gains that  can be a t t r ibuted to preferent ia l  taxat ion.
Tax benefi ts can be purchased for  a pr ice.  I f  capital  
gains were to be taxed at  regular rates,  the energies and 
ta lents of thousands of lawyers, accountants and notar ies,  
presently engaged in the romantic occupation of arranging 
transactions in the lega l ly  required form, would be freed 
and presumably made avai lable for d i r ec t ly  productive func­
tions by increasing cost accounting e f f ic iency  and by genuine­
ly enhancing the e f f ic iency  of production processes. I t  
would seem that  the sum of pr ivate tax compliance costs paid 
to accountants, lawyers, and the amount spent by the govern­
ment on tax invest igat ion and enforcement would consti tute  
a soc ia l ly  s ig n i f i ca nt  saving.*
B. Real Capital Gains v. Ndm&nal Capital  Gains
The changing values of assets can be broken down into 
two categories; namely, into changes due to a change in the 
value of the dol l ar  as a medium of exchange or a general 
price level change, and movements in the speci f ic price 
levels of  individual  assets. The d i f f i c u l t y  of dist inguishing  
and measuring the ef fects of these two d is t inc t  forces behind 
capital  gains, cannot be overemphasized. I t  becomes clear
*A1though data regarding actual or estimated dol lar  
costs involved are not avai lab le ,  the above conclusion 
flows natural ly  from the opportunity cost theory and the 
w r i t e r ' s  personal experience as an employee of the Depart­
ment of National Revenue.
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then that  capital  gains brought about by changes in the
general price level  cannot be separated from those capital
gains which are brought about by changes in the supply and
demand for  speci f ic  assets.
Capital gains which resul t  because of price level  
changes are in the economic sense not gains at a l l  but 
merely measures of the declining purchasing power of  
the monetary uni t .  . . . I n  a period of r is ing prices,  
there is an element of capital  gain in every sale of  
a product the cost of which includes an element of 
depreciation based on or iginal  cost.  In computing the 
amount of income tax payable, the capital  gain element 
in so-cal led operating income, in theory, should be 
separated out and taxed on the lower basis permitted 
by law.5
The imposition of a capital  gains tax on that portion 
of asset appreciation which is a t t r ib u tab le  to the changing 
value of the dol l ar  raises serious problems in the area of  
resource a l locat ion .  The problem exists by vi r tue of the 
fact that  a substantial  proportion of assets used by business 
enterprises in t h e i r  processes of production are long- l ived.  
Consequently, as the costs of these assets are depreciated 
over t h e i r  useful l ives (or at rates permitted by The 
Income Tax Act) in e i th er  a period of i n f l a t io n  or def la t ion ,  
the resul t  is the matching of these h is to r ic  dol lars of  
given purchasing power in the year of  acquisi t ion with 
current dol lars of quite d i f fe re n t  purchasing power. The 
net resul t  of this s i tuat ion  is that  the "dol lar" pro f i ts  
shown on f inancia l  statements are incorrect  from the point
^Oscar S. Nelson, "Capital Gains frum Price Level 
Increases," The Accounting Review, (January, 1951),  pp. 31-32,
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of view of economic p r o f i t .  The accounting conventions 
used in ar r iv ing  at so-cal led net income f a i l  to d i s t i n ­
guish between the purchasing power of dol lars in various 
years and proceed to al locate h is tor ic  costs against  
present revenue on the assumption of constancy in the pur­
chasing power of the do l la r .  Consequently, during a 
period of years characterized by a more or less consistent  
trend of i n f l a t i o n ,  the prof i ts  of  businesses have been 
systematical ly overstated.  Since the p r o f i t  f igure serves 
not merely as a c r i te r i on  of performance but also as a 
basis for v i t a l  and diverse decisions, management pol icies  
ranging from investment to dividend payments, have been 
correspondingly distor ted .  To the extent that these 
decisions were based on erroneous data,  resources so a f fec ­
ted were i n e f f i c i e n t l y  al located.
A fur ther  misai location of resources is a t t r i ­
butable to the "hidden" taxing of business capital  which 
leads to a gradual erosion of the productive resources.  
S p ec i f i c a l ly ,  in periods of i n f l a t i o n ,  firms with large 
investments in plant and equipment are discriminated 
against.  This takes place because the sum of the i r  an­
nual depreciation charges is inadequate to provide for  
the replacement of  the worn out assets at current
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prices.^ The so-cal led "prof i ts"  may be d istr ibuted to 
shareholders or otherwise consumed leaving ins u f f i c i e n t  
provisions for  the replacement of worn out assets.
C. The Future Course of Tax Rates
Speculation concerning the future course of tax 
rates form a par t i a l  but important basis for  investment 
decision making. The investor may assume rates to in -  . 
crease, decrease or remain constant.  In the case of an 
expected tax increase or the imposition of a tax where i t  
previously did not e x is t ,  investors might be induced to 
sel l  th e i r  assets in ant ic ipat ion  of confiscatory or sub­
s tant ia l  tax increases, p a r t i c u la r ly  as there would be no 
background of pract ical  experience on which to base future  
expectations.  The p os s ib i l i t y  of appreciation in market
^Careful d is t inct ion  must be made between a charge 
for  depreciation - which aims at providing for the wr i t ing  
o f f  of  an asset - and a provision for  replacement of  the 
asset i t s e l f .  I f  prices remain f a i r l y  steady over the l i f e  
of an asset,  then the charging of depreciation calculated  
on the or iginal  book value of the asset w i l l  automatical ly  
resul t  in the retent ion of prof i ts  of  a l i k e  amount and, 
provided the cash representing these prof i ts  is not used 
for  another purpose, funds w i l l  be avai lable to buy a new 
asset at the proper time. But the object of the deprecia­
t ion charge is s t i l l  essent ia l ly  the wr i t ing o f f  of  the old 
asset.  In times of rapidly r ising prices i t  is clear  that  
the funds set aside by a depreciation provision calculated  
on the dol lars representing or iginal  cost w i l l  not be 
Su f f ic ie n t  to provide the dol lars required to buy a new 
asset at an in f la ted  price.
^C. W. Cloe, "Capital Gains and the Changing Price 
Level ," National Tax Journal,  V (September, 1952),  pp. 
207-17.
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value of the assets might o f fset  and outweigh the possi­
b i l i t y  of loss through increased taxation and the investor  
may decide to postpone disposal .  In general,  though, the 
e f fe c t  of an ant icipated tax increase would act as an in ­
centive to s e l l .  Unless the ant icipated tax increase were 
substant ia l ,  i t  is unl ikely that  i t s  e f f e c t  would be over­
whelming, p a r t i c u la r ly  in an atmosphere of steadi ly  appre­
ciat ing market values of assests. S imi lar ly ,  in the case 
of an ant icipated tax decl ine,  investors would be tempted 
to hold on to t h e i r  investments, but i f  the act of  holding 
on would jeopardize the rea l izab le  value of the asset in 
question, then the tax considerations may be ins u f f i c i e n t  
incentive and the asset may be sold,  ant icipated tax de­
velopments not withstanding.
D. Dividend Policy and Misai location of Investment Funds
How are corporate decisions concerning corporate 
dividend pol icy,  corporate investment and the valuation of  
securi t ies affected by preferent ia l  tax treatment of capi ­
tal  gains?
Dividend receipts from Canadian corporations are 
subject to regular graduated tax rates a f t e r  deducting a 
20% dividend tax cred i t  allowance under section 38(1) of  
the Income Tax Act. However, the proceeds on sale of  
secur i t ies are considered a return of capital  or a capital  
gain,  unless the vendor is in the business of dealing in 
secur i t ies .  This provision induces entrepreneurs and
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managers to d iver t  funds from dividend payments to the 
retent ion of earnings in the company, since such retent ion  
of earnings appreciates the net worth of the f i rm and there­
by creates a non-taxable capital  gain for  the f i rm's share­
holders when they decide to sel l  t h e i r  secur i t ies.  Inves­
tors w i l l ,  therefore,  prefer to supply funds to corporations 
with high rates of re tent ion ,  thus favouring the large,  
conservative public firms with an established reputation 
for  low dividend payments and high earnings. These firms 
enjoy the advantage of being temporari ly exempt from having 
to o f fe r  immediate evidence to the market that  the funds 
are being p ro f i tab ly  employed. This enables these firms 
to invest into research and development projects which 
would not meet the desired rate of return unt i l  a f t e r  a . 
gestation period of several years duration.  The f irm 
whose pol icy has been to pay high rates of dividends and 
which is consequently compelled to go to the market for  
new c a p i ta l ,  must immediately persuade prospective inves­
tors of  the p r o f i t a b i l i t y  of  t h e i r  funds. The two types 
of firms are not subject to the same test  of economic 
p r o f i t a b i l i t y .  The former can defer scrutiny of i ts  per­
formance  to  a l a t e r  d a t e ,  thus p e r m i t t i n g  i t  to i n v e s t  in 
a c t i v i t i e s  y ie ld ing less than current rates of return at 
the present.  In  a technological ly based society,  such as 
ours, i t  is a formidable advantage to be able to invest in 
costly research projects which, although not immediately
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productive,  may nevertheless y ie ld  handsome returns in the 
fu ture.  The l a t t e r  is immediately exposed to the icy 
penetrating look of the prospective investor.  To the ex­
tent  that retained earnings are invested in projects that  
do not u l t imate ly  produce sa t is fac t ion ,  while funds committed 
under market scrutiny o f fe r  bet ter  returns,  i t  seems l i k e l y  
that a more e f f i c i e n t  a l locat ion  of investment could be 
accomplished by taking capital  gains on securi t ies at the 
same rate and on the same basis as other income. This s i tu a ­
t ion may be the cause of unnecessarily high market rates of 
in te re st .  Investments derived from the sale of new issues 
must indicate a higher rate of return than investment o r i ­
ginating in retained earnings because the retention of  
earnings reduces the supply of funds avai lable for  invest ­
ment purposes; therefore,  the removal of preferent ia l  tax 
treatment of capital  gains would immediately increase the 
supply of funds avai lable in the capital  market, by e l i m i ­
nating the exist ing inducement to retain funds in the f i rm.  
The larger aggregate dividend payouts would provide the 
extra funds required for  a more l iquid and act ive market. 
Thus, the t rad i t iona l  contention that capital  gains are 
n e c e s s a r y  f o r  g r e a t e r  l i q u i d i t y  and h i g h e r  t u r n o v e r  i n  
the capital  market, loses much of i t s  common-sense appeal.
E. The Locked-in Effect
The argument that a capital  gains tax w i l l  probably
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reduce the dynamic e f f i c iency  of the market as a resource-  
al locat ion mechanism by obstructing the flow of capital  from 
r e l a t i v e ly  stagnant and decl ining firms and industries with 
low marginal p ro d ic t i v i t i e s  to vigorous and rapidly ex­
panding areas with high marginal product iv i t ies of ca p i ta l ,  
deserves scrut iny.  This raises the issue of the "locked-in 
e f f e c t . "  The imposition of a capital  gains tax may be i n ­
strumental in creating an atmosphere of reluctance to sel l  
assets, i r respect ive of market indications to the contrary,  
due to the desired postponement or avoidance of tax pay­
ment on such asset rea l i za t ions .  As a resu l t ,  capital  
markets may lose much of th e i r  resi l ience and become unrespon­
sive and sluggish to the requirements of supply and demand. 
The greater r i g i d i t y  of capital  markets impedes economic 
growth and e f f i c i e n t  a l locat ion of capital  resources. This 
argument becomes relevant only under a so-cal led "pure 
rea l i za t ion  tax",' under which asset disposit ions by g i f t  
or bequest f a i l  to be treated as asset real izat ions for  
tax purposes, and wherey for  capital  tax purposes, the bene­
f i c i a r i e s  are allowed to t ransfer  assets at current prices.  
Such a system permits escapéefrom a capital  gains tax for  
an i n d e f i n i t e  p e r i o d  by p a s s i n g  on t h e  a cc r ue d  ga i ns  f rom  
generation to generation, without ever af fect ing  the r e a l i ­
zat ion,  and therefore,  the t a x a b i l i t y  of the assets involved.  
The forcefulness of this argument may be exaggerated, how­
ever,  since inde f i n i t e  postponements of asset rea l i za t ion
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bear concomitant risks of decline in value of assets and 
possible stagnation of ent i re industr ies.  The ' f r e e z e - in '  
of assets caused by the abol i t ion  of  the tax- f ree  status 
of capi tal  gains would at least  be p a r t i a l l y  o f fset  by the 
foregone opportunity for  fur ther  gains which might accrue 
i f  the proceeds on disposal o£ current ly held assets were 
reinvested in a more lucrat ive  venture.
I f  capi tal  losses were permitted to be used as de­
ductions against earned capital  gains rea l i za t ions ,  then 
the imposition of a capital  gains tax would tend to encour­
age the sale of assets and would thus at least  p a r t i a l l y  
counteract the "locked-in" e f fe c t  of a capital  gains tax.
By t reat ing  transfers of property by g i f t  or inheritance  
as e f fect ive  rea l iza t ions  of gains for tax purposes, the 
incentive to delay asset real iza t ions and the undersirable  
ef fects of such delays on e f f i c i e n t  resource a l locat ion can 
be avoided.
F. Speculation and Gambling
The present absence of a capital  gains tax removes 
rest ra ints  on market a c t i v i t y  and encourages conversion of  
investors into mere speculators and gamblers. Market a c t i ­
v i t y  is a means to the e f f i c i e n t  a l locat ion of investment 
funds, but cannot be considered an end in i t s e l f .  To the 
extent that  market a c t i v i t y  leads to specualtion and gam­
bl ing,  the energies and resources of the speculators and 
members of t h e i r  entourage could be used more e f f i c i e n t l y
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in useful ,  productive endeavours, and therefore,  the present  
absence of a capi tal  gains tax hinders rather than improves 
the a l locat ion of human and material  resources.®
G. Administrative F e a s ib i l i t y
A second cr i ter ion  for  an e f f i c i e n t  tax Is that i t  
should be administ rat ively feas ib le .  A tax on capital  
gains does not meet this test  very wel l .  Problems involved 
in administering a capital  gains tax range al l  the way 
from technical accounting and audit ing d i f f i c u l t i e s  invol ­
ved in e f f i c i e n t  detection of tax avoidance to general 
problems of tax compliance enforcement.
One problem lis that  of asset valuat ion.  While this  
problem could be considerably reduced by taxing only real ized  
gains, there would s t i l l  be a need to assign i n i t i a l  values 
to assets in order to ascertain the précise quantum of gain.  
To assign accurate and correct values to mil l ions of assets 
would require an enormous s t a f f  of appraisers,  auditors 
and engineers, unless the process were to be spread over an
O
For a detai led discussion 6f  this argument, see:
H. M. Somers, "An Economic Analysis of the Capital
Gains Tax," National Tax Journal , I (Sept.  1948),  pp. 226-32.
P. C. Wallich "Taxation of Capital  Gains in the Light
of Recent Economic Developments," National Tax Journal , XVI I I
(June, 1965).
A. J. Merret t ,  "Capital Gains Taxation, the Accrual 
Al te rna t iv e , "  Oxford Economic Papers, XVI, (July,  1964),  
pp. 262-274.
Goffman, op. c i t . ,  pp. 235-244.
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unreasonably long period of time.
The problems of detection and compliance raise such 
issues as how and by what means would the government ensure 
enforcement of the law on gains real ized in bet t ing ,  gam­
bling and other i l l e g a l  a c t i v i t i e s .  A vast and continuous 
flow of presently unreported stock transactions,  representing 
haphazard investments and speculative decisions by huges 
masses of f in a n c ia l l y  unsophisticated people, would have to 
be reported, sorted,  and al located to each individual  tax­
payer. The unavoidable administrat ive enforcement costs 
might prove uneconomical. Essent ia l ly ,  much of the burden 
of keeping accurate,  long-term records of transactions would 
have to be placed on the taxpayer, who by vi r tue of his 
l imi ta t ions  might e i ther  decide to desist from fur ther  t r a ­
ding or attempt to keep the necessary records at enormous 
real costs to the economy in terms of foregone al ternat ives  
of productive work or le i sure .  These and s imi lar  problems 
involved in taxing capital  gains require pract ical  solutions 
before proceeding with any suggested implementation of a 
capital  gains tax.  Much can be learned from the American 
experience and every e f f o r t  should be made to study i t  and 
benef i t  by i t .
Opponents of the capi tal  gains tax argue that no net 
revenue accrues to the government in the long-run because 
losses and gains tend to o f fset  one another over a period 
of years.  Although American experience indicates posit ive
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net revenue, i t  is argued that i t  results from par t i a l  loss 
allowances and that had losses been f u l l y  deductible net 
revenue would have been zero.
The fac t  of the matter is d i f f e r e n t .  Net revenue 
might, in f ac t ,  accwue to the government even i f  gains and 
losses were to balance one another over time because in 
periods of prosper i ty,  higher average incomes, compounded 
by the gains themselves, w i l l  place the taxpayers in higher 
marginal tax brackets.  In periods of recession or business 
slowdowns, average incomes w i l l  tend to be lower and tax 
savings based on losses of ident ical  size to the gains of  
the proceeding period w i l l  be smaller because of the lower 
marginal tax rates.  Thus, a gain may be taxed at 60% while 
andidentical  loss may rea l ize  only a 40% tax saving because 
ôfethswlower marginal tax rates.
The problems involved in taxing capital  gains are 
considerable and even when the highly controversial  topic 
of whether capital  gains should be taxed at a l l  has been 
resolved, answers and solutions to pract ical  problems of  
assessment, enforcement, detection and asset valuation w i l l  
have to be found. U.S. experience, however, would indicate  
that  the problems of administrat ion are nét insurmountable.
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CHAPTER IV
THE EQUITY ARGUMENTS FOR FULL 
TAXATION OF CAPITAL GAINS
The question of a capital  gains tax can be viewed from 
an equity point of view as well as from the point of  view 
of i t s  economic ef fects and i t s  administrat ive f e a s i b i l i t y .
A survey of arguments based on economic ef fects of  a capital  
gains tax is most incoàclusive and highly speculat ive.  Un­
t i l  such time as these conjectures,  concerning the economic 
ef fects of a capital  gains tax become more re l ia b le  by 
means of further  empirical  research, the principal  and most 
cogent of arguments w i l l  rest on equity considerations.
The principal  equity arguments against the capital  
gains tax are that:  (1) capi tal  gains do not consti tute
income and therefore,  are unable to bear taxes l ike  other  
income, (2) capital  gains are i l lu so ry  paper pro f i t s  caused 
by i n f l a t i o n  and therefore incapable of bearing taxes l ik e  
ordinary income, (3) act ive investors who sel l  and buy 
assets frequently are discriminated against,  in favor of  
passive investors who do not trade in assets and (4)
Capital  loss a l 1owanceslare unfai r  to investors because the 
tax savings ar ising from loss deductions never quite o f fset
42
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the addit ional  tax due to the graduated income t a x J
Some economists regard income and capital  as quite
d is t in c t .  Dan T. Smith, proposes tax exemptions for  capital
2
gains on grounds that  they are not income. This argument 
is based on the view that  income is what an individual  can
3
spend without impairing the in t e g r i t y  of  his ca p i ta l .  As 
mentioned e a r l i e r ,  the t r e e - f r u i t  analogy often serves to 
i l l u s t r a t e  the d is t inct ion  between capital  and income.^
The crop of apples is income while the growth of the tree 
is capital  appreciat ion.  A ful l -grown tree remains pret ty  
much the same year a f t e r  year while each new crop of apples 
represents an annual flow Which can be consumed without  
impairing or in any way jeopardizing future yields of  apples.  
I f  the apple orchard has l e^en cul t ivated  from i ts  inception 
as plants,  then the matured orchard represents a capital  
appreciation which is included in capi ta l .^
The dialogue on trees and apples is intended to 
c l a r i f y  the d is t inct ion  between income and cap i ta l .  Capital  
is viewed as a 'stock'  and income as a ' f l o w ' .  Dan T. Smith
^Walter S. Blum, "A Handy Summary of the Capital Gains 
Argument," Taxes, ( A p r i l ,  1957),  pp. 247-266.
2 Income Tax Revision, panel discussion before the 
committee on Ways and Means, House of Representatives,
86th Congress, 1st Session, Nov. and Dec. 1959 (Washington: 
Government Print ing Of f ice ,  1960),  pp. 696-697.
^I b i d .
4 lb id .
®Ibid.
mHVERHTY OF WINDSOR UBRART
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maintains that capital  gains should not be taxed because 
they are not income and are inherent ly embodied in the 
capital  at a l l  times. Furthermore, they are not avai lable  
for  spending without impairment of  the economic wel l -being
C
of the taxpayer. The opposing view expressed by Stanley 
Surrey and other economists stresses that the overal l  eco­
nomic wel l -being of the taxpayer is enhanced by a capital  
gain and therefore such gains should be taxed.^
I f  we accept Surrey's view that  real ized capital  
assets increase economic wel l -being and confer taxpaying 
a b i l i t y ,  then in the in te re s t  of equi ty ,  capital  gains 
or iginat ing  in the same tax period as other forms of income
Q
warrant the same tax treatment as ordinary income. Other­
wise, the present tax-exempt status of capital  gains results  
in unequal treatment of equals. Taxpayers with s imi lar
incomes and equal f a c i l i t i e s  for paying taxes are not
9treated equal ly for tax purposes. Furthermore, since a f t e r ­
tax gains add to resources used to generate addit ional  gains,  
the present refusal to tax gains as ordinary income leads 
to progressively larger  and larger d ispar i t ies  in income.
I t  permits a proportionate increase in income without a
^"Income Tax," p. 701 
^I b i d . , p. 697.
^I b i d .
g
John K. Hulse, "The Capital Gains Tax and the Stock 
Market," Taxes (August, 1956),  p. 521.
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proportionate increase in taxes. Violat ion of these equity 
standards provides ample opportunity for taxpayers to avoid 
t h e i r  f a i r  share of the tax burden simply by arranging 
t h e i r  a f f a i r s  in a manner which makes capital  gains rather  
than ordinary income th e i r  source of taxpaying a b i l i t y .  
Simi lar ly ,  violat ions of equity standards occur when tax-  
paying a b i l i t y  is denied because capital  gains are viewed 
as mere paper prof i ts  caused by i n f l a t i o n .
The charge that capital  gains are i l lusory  paper 
pro f i ts  stresses the al leged i n a b i l i t y  of capital  gains to 
bear a tax because they stem from the in f l a t i onary  process 
and r e f l e c t  a general price level  increase. In the U.S.A.  
the New York Stock Exchange advocates the reduction or e l i ­
mination of the capital  gains tax on these g r o u n d s . T h e  
argument rests on the assertion that  since such gains do not
increase real economic power, the taxpaying a b i l i t y  of  the
12taxpayer has not increased e i th e r .  Although admittedly,  
a greater or smaller proportion of  capital  appreciation  
might r e f l e c t  nothing more than a general price level  in ­
crease, i t  is also maintained that  this is not the only
1 3source of increase in the value of capital  assets. This
^^Harvey L. Lutz,  "Taxing Capital  Gains," Wall Street  
Journal , Feb. 7, 1953.
^^6. Kieth Funston, "Needed: A Fair  and Warmer In ­
vestment Cl imate," remarks before the 61st annual Congress 
of American Industry (New York Ci ty ,  Dec. 6,  1967).
^^Walter S. Blum, op. c i t . ,  p. 248.
^^Fâctors Affect ing the Stock Market, s t a f f  Report to the 
Senate Committee bn Banking and Currency (Wash: Gov't Print ing  
O ff ic e ,  1955),  p. 10.
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is suggested by the fol lowing example. Stock market values 
have increased by 50 per cent from 1953 to 1955. This has 
added $75 b i l l i o n  to stock market v a l u e s . T h e  consumer 
price index which measures the general price level  shows l i t  
to be 93.2 per cent of the 1957-59 base year at the beginning 
of the period and 93.3 per cent at the end of the same period,  
the high of the period register ing  at 93.6 per cent in
f 1 C
19541 These data indicate that  much of the rise in asset 
prices at any given time are due to forces other than r is ing  
price levels.
From an equity point of  view there are two main con­
siderations in the argumeht that capital  gains are i l l u ­
sory paper p ro f i ts :  (1) the change in general price level
and (2)  the length of period in which such gains accrue.  
Assuming that  the gains are rea l ized ,  equal amounts of  
gains and ordinary income earned in the same period of  time 
should be taxed at  equal rates because of equal taxpaying 
a b i l i t y .  I t  is important to acknowledge the p os s ib i l i t y  
that  a capital  gain may have accrued over a period of years,  
in which case gains a t t r ib u tab le  to previous periods should 
be prorated over the years during which the gains accrued.
I f  this were not recognized, some taxpayers would be taxed 
at a higher rate than th e i r  taxpaying a b i l i t y  indicates,  due
T^ Ibid.
1 AEconomic Report of  the President (Washington;
Gov't Pr int ing Of f ice ,  1963),  Table C-43 and C-70.
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1 6to the bunching-up of gains.
During periods of  general price level increase, a l l
taxpayers experience a reduction in t h e i r  command over
goods and services,  but those who rea l ize  capital  gains are
bet ter  o f f  by the amount of these gains than those with 
1 7fixed incomes. As claimants of capital  gains improve 
t h e i r  posit ion in re la t ion  to earners of ordinary f ixed i n ­
come, a larger proportion of t h e i r  gains should go to taxes 
in order to prevent a redis t r ibut ion  of income by i n f l a t i o n .  
Therefore,  the present system of exempting capital  gains 
from taxation leads to v io la t ion  of  the principle of  v e r t i ­
cal equity.
A fur ther  d is t inct ion  need be made between the cash
basis and the accrual basis of  taxing capital  gains. I f
only real ized gains are to be taxed, active investors would
1 8be discriminated against.  The a f t e r - t a x  net worth of  
the active investor would be continual ly reduced by the 
amount of the gains tax,  where as the net worth of the 
passive investor would remain unimpaired. This is accase 
where the equal treatment of equals is violated since 
there is a capital  diminishing tax on real ized gains while 
equal amounts of accrued unrealized g a i n s  go u n t a x e d .  This
^^Blum, op c i t . ,  p. 253.
T^l b i d .
1 o
The Federal Revenue System; 1961, materials  
assembled by the Committee S ta f f  for  the j o i n t  Economic 
Committee, Congress of the United States.  (Washington:
Gov't Print ing Of f ice ,  1961).
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suggests the propriety of  taxing unrealized gain. A tax 
on unrealized gains may seem appropriate from the point of 
view of equity but on pract ical  administrat ive grounds, 
such procedure is somewhat inexpedient.  Taxation of  un­
real ized gains would require a periodic re-evaluat ion of
1 q
capital  assets. Furthermore, the taxation of unrealized 
gaÈns might cause undue hardship to those taxpayers who 
would be compelled to sel l  a l l  or part of  th e i r  holdings in 
order to raise the funds with which to pay the tax.  Such 
procedure would discriminate against those compelled to 
l iqu idate  th e i r  assets in order to pay the tax by creating  
a buyers' market for  th e i r  assets and forcing them to accept 
the best immediate o f fe r .  Such forced l iquidat ions may 
even wipe out the very gains on which the tax is levied.  
Persons with a b i l i t y  to pay are favoured inasmuch as they 
can withhold t h e i r  assets from the downward pressure of a 
possible buyers' market and thereby obtain a bet ter  price 
for  th e i r  asset at some more opportune time. On the other  
hand, i t  is argued that the fa i l u r e  to tax unrealized gains 
tends to permit those with an a b i l i t y  to pay to escape 
t h e i r  f a i r  share of taxes. Fundamentally, however, the 
equity argument that  act ive investors are discriminated 
against rests on the assumption that  only real ized  gains 
are to be taxed. A s i tuat ion  arises wherein taxpayers 
with s imi lar  incomes, from s imi lar  sources are treated
T^ibid.
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unequally,  depending on whether they choose to retain th e i r  
holdings or dispose of them. The proposal to tax unrealized  
gains would at least  adhere to the requirement of  horizontal  
equity,  that  taxpayers with equal amounts of  gain, whether 
real ized or not,  would receive ident ical  tax treatment.
The taxing of unrealized gains would fo re s ta l l  a worsening 
of the si tuat ion  between investors rea l iz ing  capital  gains,  
in terms of ver t ica l  equi ty,  because both real ized and un­
real i zed gains would be subject to tax.  From the point of  
view of equity,  the uniform taxation of unrealized gains 
would appear desirable ,  in spi te of  the afore mentioned 
weaknesses and c r i t ic ism of this method of taxat ion.
Harold M. Groves has suggested that  capital  losses
20be en t i t le d  to par i ty  treatment with capital  gains,  
meaning that  capital  loss allowances be taxed at the same 
rate as capital  gains. To i l l u s t r a t e ,  a capital  gain taxed 
at 15 per cent would cal l  for  a l i m i t  of  15 per cent of  
the capital  loss to be allowed as a deduction from other  
income. Full  capital  loss allowance would permit a tax ­
payer to reduce his income and tax l i a b i l i t y  to z e r o . i f  his 
capital  losses exceeded capital  gains. For example, in the 
U.S.A. where the maximum rate of  tax on capital  gains is 
25 per cent,  a taxpayer would only p a r t i a l l y  assume his tax 
share. Therefore,  a proposal to allow a fu l l  capital  loss
20 Harold M. Groves, "Taxation of Capital Gains," Ways 
and Means Compendium. Vol.  2, p. 1200.
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deduction under a system of preferent ia l  tax treatment of  
gains would be inequitable because i t  would discriminate  
against taxpayers with ordinary income and would favour 
those with incomes p a r t i a l l y  derived from gains. In any 
case, the handling of capital  losses is crucial  to the ob­
ject ives of tax equity as i l l u s t r a t e d  by the U.S. experience 
of the 1930's when i t  was found that  taxpayers tended to
postpone rea l izat ions and cash in on losses at the e a r l i e s t  
21opportunity.  In accordance with the principles of equi ty,  
a f u l l  capital  loss allowance against ordinary income would 
be permissible only under a regime of taxation which i n ­
cludes a l l  capital  gains in ordinary income subject to 
ordinary rates of tax.
I t  would therefore seem reasonable to evaluate the 
present tax treatment of capital  gains in the l ig h t  of the 
equity c r i t e r i a  developed e a r l i e r .  The basic equity argu­
ments for  the f u l l  taxation of capital  gains at regualr  
progressive rates are that;  (1) the index of equal i ty  
should be defined in terms of change in economic power, 
i r respect ive of whether such change consists of  changes in 
income or capi tal  ; (2) the pr inc ip le  of  horizontal  equity 
demands t h e  equ a l  t r e a t m e n t  o f  p e o p l e  i n  equa l  p o s i t i o n s ,  
i rrespect ive of the source of  such accretions of economic 
power; and (3) the pr inc ip le  of  ve r t ica l  equity demands
Anita Wells,  "Legislat ive History of Treatment of  
Capital  Gains under the Federal Income Tax, 1913-1948," 
National Tax Journal , (March, 1949),  pp. 12-31.
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that  people in  unequal positions be subject to moderately
22progressive rates of taxat ion.
22
Blum, op c i t .
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CHAPTER V 
CONCLUSIONS
The foregoing evaluation of  the capital  gains tax 
is based on consideration of i ts  economic e f fe c ts ,  admini­
s t ra t ive  f e a s i b i l i t y  and the demands of horizontal  and 
ver t ica l  equity.
The economic arguments against the gapital  gains tax 
are often based on inadequate analysis,  faul ty  analogies 
and fragmentary information.  For lack of  s u f f i c i e n t  em­
p i r ic a l  data,  a de f in i te  stand has been avoided concerning 
the probable economic ef fects of a f u l l  income inclusion 
of capital  gains and losses. The resul t  of this procédure 
is that important aspects concerning the taxation of capi ­
ta l  gains are summarily dismissed. I t  is probable, how­
ever,  that the main cost of capital  gains taxation wouïd 
be a reduction in the pr ivate savings ra t io  with possibly 
unfavourable implications for economic growth, although 
the deleterious growth ef fects of  the f a l l  in private  
savings could conceivably be of fset  by increased public 
savings through increased tax revenue.
The present system of t reat ing  capital  gain for  tax 
purposes is responsible for much uncertainty.
Much of the uncertainty can be traced to the nature of
52
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the Income Tax Act, Departmental assessment pol ic ies and 
Judicial  decisions.
F i rs t  of a l l ,  capital  gains are not separately and
' i
e x p l i c i t l y  defined in the Income Tax Act. I t  is essent ia l ly  
a residual concept, embracing everything not f a l l i n g  within  
the meaning of income. This approach f a i l s  to i l luminate  
the issue, since the income def in i t ion  is both vague and 
confusing. Since the charging section of the Act is open 
to speculative in terpreta t ion  and much ambiguity, the Act 
i t s e l f  is an inadequate guide in providing a precise idea 
for  the concept of income or capital  gain. Consequently,  
the taxpayer's in terpreta t ion  of capital  gains may and 
frequently does d i f f e r  from e i ther  that  of the Department 
or the Courts. This unavoidably leads to much costly l i t i ­
gation and waste of human energies diverted from productive 
e f f o r t  to f u t i l e  and unproductive disputations.
With respect to the question as to whether court 
judgements provide any more certa in ty  on the nature of
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capital  gains, Stanley E. Edward had this to say at the
1962 Conference of the Canadian Tax Foundation:
In Canada the statute law on the subject of  capital  
gain is very simple, bordering on the non-existent .  
However, the judgment law is complex, bordering on 
the confusing.4
The confusion arises from the fact  that each case heard by
c
the courts for  capital  gains as a framework for the recogni­
t ion of capital  gains has proved impract ical .  The use of 
these j u d i c i a l l y  formulated tests of what consti tutes capi ­
ta l  gains is unrel iable to say the l east .  This is not 
because the tests are inappl icable ,  but because few cases, 
i f  any, f a l l  into a single category. In case-law a l l  of  
the unique circumstances present determine the nature of  the 
decision. Therefore,  in most cases the courts rely on 
several of the tests in ar r iv ing  at an opinion. The ènly 
general izat ion based on court decisions which could be 
val idated is that p r o f i t  from a transaction possessing 
only one of the character ist ics of income w i l l  not be taxed,  
while i t  seems impossible to ascertain the precise number 
of a t t r ibutes of income which would make a transaction  
taxable.  Nowhere can be found any object ive test  speci ­
fying the number of income at t r ibutes necessary to render 
a p r o f i t  taxable,  nor is i t  l i k e l y  that  a universal ly  
acceptable set of circumstances w i l l  or ever can be devised
* I b i d . ,  p. 87
^Taylor U. M. N. R. ,  56 DTC 1125.
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to serve as a re l ia b le  basis for  income-gains c la s s i f i c a t io n .  
The vague, ambiguous and obscure nature of  ju d ic ia l  jargon 
fur ther  obscures the meaning of otherwise simple concepts.
For example, the frequency of occurrence of gains is one of  
the more important indicators of whether or not a gain is 
to be construed as income for  tax purposes. The concept of 
recurrence, while simple in i t s  everyday usage, is most 
obscure and perplexing in i t s  jud ic ia l  meaning. While early  
Canadian law stressed the 1ikel ihood of recurrence as 
cruc ia l ,  l a t e r  decisions view i t  e i th e r  as an ex post or 
an ex ante concept. The appearance of the doctrine of 
secondary intent ion provides strong evidence of the widen­
ing scope given to the meaning of income by Canadian Courts.  
According to Shinder^^ capital  gains are a vanishing phe­
nomenon in Canada and the courts merely r e f le c t  this fact  
in t h e i r  decisions. This trend would suggest that the 
recommendations for  the f u l l  inclusion of gains in income 
would represent less of  an innovation than a c l a r i f i c a t i o n  
of an obscure, i l l - d e f i n e d  and enigmatic area of  tax law.
The evaluation of capital  gains tax from the point of  
view of equity indicates that  arguments against the capital  
gains tax on equity grounds are unsupportable. The argu­
ments against the f u l l  inclusion of capital  gains in income
®B. B. Shinder, "The Taxab i l i ty  of Capital Gains in 
Canada," Facul ty.df  Law Review, Universi ty of Toronto, XIX 
( A p r i l ,  l ^ T T T p T W : ---------------- --------------------
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for  tax purposes obscures the bbvious fact  that  the tax 
exempt status of capital  gains imposes inequitable r e l a ­
tionships among taxpayers according to the source of  t h e i r  
income and taxpaying a b i l i t y .  In the in te rest  of equity  
between investors with gains, the above discussion suggests 
that  the unrealized portion of capital  gains should be 
taxed, notwithstanding the problems ar ising from the need 
for appraisal of a l l  assets annually.  The f u l l  inclusion  
of gains and losses in ordinary income would el iminate i n ­
equit ies between taxpayers ar ising from the present tax-  
exempt status of capital  gains. I t  would therefore appear 
that  on the basis of equi ty,  the preferent ia l  treatment of  
capital  gains is nei ther necessary nor desirable and the 
f u l l  inclusion of capital  gains in ordinary income would 
increase opportunit ies for equal izing the tax treatment of  
gains and ordinary income.
Suggested Changes
The tax treatment of capital  gains depends in the 
f i n a l  analysis on the d e f in i t ion  of income we choose to 
adopt and since there is very l i t t l e  agreement among econo­
mists on this matter,  the choice w i l l  depend on the appre­
ciat ion and understanding of i t s  equity and economic-effect  
impl icat ions.  There are powerful arguments based on consi­
derations of both horizontal  and ver t i ca l  equity for  the 
f u l l  inclusion of gains into income. Practical  considerations
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would suggest that  the tax be levied only on real ized gains 
with f u l l  allowance for  and a generous carry-forward pro­
vision of real ized losses. Transfers by bequest or § i f t  
should be treated as constructive rea l izat ions and although 
some inequi t ies would be unavoidably introduced by these 
measures, the d is t r ibut iona l  benefi ts would by far  outweigh 
the disadvantages involved. To el iminate inequit ies stemming 
from the taxat ion of gains in a single year which represent  
several years of appreciat ion,  a special provision permi t t ­
ing a formal spreading of such gains over several years,  may 
be worth considering. This may be par t ic u la r ly  applicable  
to dealing with gains from the sale of  owner-occupied 
dwell ings.  The recognition that  gains often represent se­
veral years'  appreciation does not j u s t i f y  the abandonment 
of f u l l  inclusion of gains in income.
The recommendation of the Royal Commission on Taxation^ 
regarding the tax treatment of capital  gains supports the
O
conclusion of this thesis,. ,  that  capital  gains be f u l l y  
taxed at regular graduated rates applicable to ordinary i n ­
come and that  capital  losses be f u l l y  deductible.  The 
Report extends recognition to the possible adverse economic
^Royal Commission on Taxation,  Report, P. C. 1962-1334,  
September,25, 1952, here inaf ter  referred to as "Commission."
O
The arguments, conclusions and recommendations of  
this thesis werevdeweloped independently of the Commission 
Report and pr ior  to i t s  publicat ion on February 24, 1967. 
However, I am rel ieved to f ind that  i ts  recommendations 
concur with my own conclusions.
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ef fects of such a tax on capital  accumulation and seeks to 
reduce or fo res ta l l  such undesirable consequences by re ­
commending great ly reduced marginal rates of  tax with the
g
maximum rate l imited to 50 per cent.
In i t s  recommendations concerning capital  gains, the 
Commission has consistent ly given the greatest weight to 
the objectives of horizontal  and ver t ica l  equity,  recog­
nizing the fact  that  taxat ion is essent ia l ly  a method of  
t ransfer r ing  command over ^oods and services from i n d i v i ­
duals and famil ies to the state and that  i f  equity were not 
a v i ta l  concern, taxes would be unnecessary since the state  
could simply procure what i t  needed by appropriating the 
means of those ci t i zens who happen within easy reach of  
the s ta te .
The s p i r i t  and content of the Commission's recommen­
dations on capital  gains taxation is perhaps best conveyed 
in the fol lowing paragraph:
We are completely persuaded that  taxes should be 
al located according to the changes in the economic 
power of individuals and fami l ies .  I f  a man obtains 
increased command over goods and services for  his per-  
s sonal sat is fact ion  we do not bel ieve i t  matters, from 
the point of  view of taxat ion,  whether he earned i t  
through working, gained i t  through operating a busi­
n e s s ,  r e c e i v e d  i t  because he owned p r o p e r t y ,  made i t  
by se l l ing  property or was given i t  by a r e la t i v e .
Nor do we bel ieve i t  matters whether the increased 
command over goods and services was in cash or in 
kind. Nor do we bel ieve i t  matters whether the i n ­
creased economic power was expected or unexpected,
(. 0
' "Commission," op c i t . .  Volume 2, paragraphs 175 
and 247.
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whether the man suffered to get the increase in econo­
mic power or i f  i t  f e l l  in his lap without e f f o r t .
All  of  these considerations should be ignored 
ei ther  because they are impossible to determine ob­
j e c t i v e l y  in pract ice or because they are i r re levan t  
in pr inc ip le  or both. By adopting a base that  measures 
changes in the power, whether exercised or not,  to con­
sume goods and services,  we obtain ce r ta in ty ,  consis­
tency and e q u i t y . ! "
The Commission's recommendaations concur with the 
conclusion, that  the present system of exempting gains com­
ple te ly  from taxation or taxing them at reduced but pro­
gressive rates or on a percentage inclusion basis involves 
the hypocrisy of dipping deeply into large incomes and 
s i f t i n g  them with gaping sieves.!^ The present tax treatment  
of capital  gains ignores the fact  that the f i r s t  and most 
important goal of taxat ion is to share the burden of state  
f a i r l y  and equitably among a l l  taxpayers.
! ^ I b i d . .  Volume 1, p. 8.
^^In ar r iv ing  at these conclusions numerous court  
cases were examined as indicated in Appendix I .
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